Major changes have occurred in the structure of former centrally planned economies, including a sharp rise in the share of services in GDP, employment and international transactions. However, large differences exist across transition economies with respect to services intensity and services policy reforms. We find that reforms in policies towards financial and infrastructure services, including telecommunications, power and transport, are highly correlated with inward FDI. Controlling for regressors commonly used in the growth literature, we find that measures of services policy reform are statistically significant explanatory variables for the post-1990 economic performance of transition economies. These findings suggest services policies should be considered more generally in empirical analyses of economic growth.
Services Policy Reform and Economic Growth in Transition Economies, 1990-2004
One of the stylized facts of economic development is that the share of services in GDP and employment rises as per capita incomes increase (Francois and Reinert, 1996) . This reflects increasing specialization and exchange of services through the market ("outsourcing")-with an associated increase in variety and quality that may raise productivity of firms and welfare of final consumers, in turn increasing demand for services. It also reflects the limited scope for (labor) productivity in provision of some services, implying that over time the (real) costs of these services will rise relative to merchandise, as will their share of employment (Baumol, 1967; Fuchs, 1968) . Services are increasingly becoming tradable as a result of the greater mobility of people and technological change. This further increases the scope for specialization in production and trade. The competitiveness of firms-both domestic enterprises operating on the local market and exporters on international markets-depends importantly on the availability, cost and quality of producer services such as finance, transport, and telecommunications.
Services industries were generally neglected under central planning. Marxist thinking emphasized the importance of tangible (material) inputs as determinants of economic development, and classified employment in the services sector as unproductive. The lack of producer services was reflected in transport bottlenecks, queuing for and low quality of telecommunications, the absence of efficient financial intermediation, and much lower employment in services than was the case in OECD countries (e.g., less than 1 percent of the labor force was employed in finance and insurance) (Bićanić and Škreb, 1991) . Many of the services that are critical to the functioning of a market economy simply did not exist-not just a financial sector that could allocate investment funds efficiently, but also design, advertising, packaging, distribution, logistics, management, after sales services, etc.
In this paper we analyze the impact of service sector policy reforms on the growth performance of 24 transition economies. There are large differences in economic performance across these transition economies. Our primary objective is to explore to what extent servicesrelated policies help explain these differences. We start with a brief discussion of shifts in the structure of these economies and developments in trade and inward FDI in services (Section 1).
We then summarize the prevailing policies towards trade and investment in services and the changes that have occurred since the early 1990s (Section 2), focusing in particular on so-called backbone service industries: finance, telecommunications and infrastructure (including utilities).
In Section 3 we investigate the impacts of services policies and reforms on growth, controlling for standard explanatory variables commonly used in the literature. We find that services policies are an important determinant of growth performance; the coefficient estimates on our reform indices are all statistically significant. Section 4 concludes.
Shifts in the Structure of Services in Transition Economies
The share of services in GDP and employment has grown significantly since 1990 in almost all transition economies. Compared to the high income OECD average in 1990-when the share of services in employment and GDP was around 63 percent-countries in Europe and Central Asia There is also a distinct pattern in labor productivity performance. The CEE, South-East
European (SEE) and Baltic states register an increase in productivity, both overall and within services (broadly defined to include government). 2 Conversely, for those other countries where 1 See Figure 1 for the definition of country groups used in this paper. 2 Output data is measured in constant 1995 US dollars, as reported in the World Development Indicators. data is available, there has been a decline in the measured value of services output per employee.
These countries also have not increased their overall labor productivity performance in the last decade. Noteworthy is the performance of the Baltic countries, where labor productivity in services outpaced the productivity increase in other sectors of the economy. Convergence with respect to high-income OECD countries in terms of productivity levels is still far from being achieved, however. Input-output tables for the year 2001, the latest available year for many ECA countries, provide information on differences in economic structure and the extent to which ECA countries have converged to comparators in the rest of world as regards both intermediate services use and final demand, as well as on the service intensity of exports. Table 1 reports information on the sectoral intensity of exports: the direct contribution of agriculture, mining, manufactures and services to total exports, expressed as a share of total exports of goods and services. Albania, Croatia and the Baltic States are the most services-intensive in exports. The first column in Table   2 reports the sum of the direct and indirect linkage effects generated by a unit of export revenue-the total activity generated by (going into) one unit of foreign exchange (exports). The average "multiplier" is 3.6, i.e., every US$ of exports generates $3.6 in economic activity. On average a little over one third of this total activity is services-related, ranging from a high of 52 percent (Albania) to a low of 27 percent (Czech Republic). Many transition countries are more services oriented than developing countries such as China or Malaysia. Although technology is making it easier to trade services, often a commercial presence remains required to sell services, i.e., FDI. Given the lack of a service sector under central planning, FDI can be expected to play a particularly important role, more so than in countries where incumbent competition confronts foreign providers. Overall, services account for some 62 percent of the stock of FDI in the reporting countries (Table 3) . 3 Finance, transport, communications and distribution services account for the largest share of this FDI. The service intensity of FDI in services is highest in the Baltic states, presumably reflecting their relatively small size and limited manufacturing base, and lowest in Romania and the Ukraine. Services FDI is also very high as a ratio of GDP in the Baltic States. It is lowest in Romania, Russia and the Ukraine. The forgoing snapshot of trends in the share of services in GDP, employment, output per worker, trade and FDI reveal both substantial convergence towards European countries, but also a distinct difference between Central European/Baltic states and Central Asian and CIS economies. Given that trade and FDI in services can be expected to be associated with the acquisition of new technologies, higher service standards and more effective delivery, these differences should help explain the observed higher labor productivity performance in services in the former. The question explored in the rest of this paper is whether these services developments are determinants of the aggregate growth performance of countries. The services outcome variables are of course endogenous, influenced by the policy stances of governments, so that the focus is on the impact of services policy reforms.
Policy Stances and Service Sector Reforms
Service sector reform involves a mix of deregulation (the dismantlement of barriers to entry and promotion of competition) and improved regulation (putting in place an appropriate legal environment, strengthening regulatory agencies, increasing their independence, etc.). The policy challenge is to achieve a balance between effective regulation and increasing the contestability of markets. Much has been done by transition countries to reform and adapt policies and regulatory regimes for service industries. Central and East European (CEE) and Baltic states (FSU1) have made the most progress in all three services policy areas. For the other transition countries there is significant variation across indices. SEE has advanced the most on reforms in banking and infrastructure, followed by the Caucasus (FSU3), while European CIS countries (FSU2) have done the most in the non-bank financial area, followed by SEE. The Central Asian republics have made the least progress in all three areas, with one country-Turkmenistan-not advancing at all in any. What follows briefly discusses current policies for financial and infrastructure services. 4 See Annex 1 for more detailed information on the construction of the EBRD reform indices. 5 What follows draws on a more detailed discussion in Eschenbach and Hoekman (2005) .
Financial Services
In CEE and Baltic countries the banking sector is presently characterized by small shares of credit allocated through state-owned banks and high foreign participation. Although weaknesses remain in the legal framework (e.g., creditor rights, the bankruptcy code), central bank independence has been strengthened in most of these countries. Cukierman, Miller, and Neyapti In the telecommunications sector, fixed-line services are still quite underdeveloped in most economies. This has given rise to faster growth of, and stronger competition in, the mobile services sectors, especially in CEE and Baltic countries, followed by SEE. In the rest of the FSU, mobile penetration rates fall short of fixed line services. In many of the latter countries, independent telecom regulators have yet to be established. The incumbent fixed-line operator may oppose interconnection agreements; tariffs are frequently low and distorted, and crosssubsidies between different types of calls and customers continue to be prevalent. The least progress has been made in the rail, road and water sectors. Only some CEE countries, (e.g., Poland, Hungary, and Croatia) have introduced private sector participation through toll roads.
Reforms in the railway sector are also at an early stage in terms of private sector participation, although the separation of infrastructure from operations is either planned or has been put in practice in many countries.
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FDI is an important channel for foreign providers to contest infrastructure service markets. FDI in these sectors sometimes takes the form of greenfield investment, but has mostly occurred through privatization. The extent of privatization varies substantially by country and sector, with Central European and Baltic countries the leaders in attracting FDI in infrastructure.
The SEE countries have attracted the least.
Services Reforms and Growth Performance
The foregoing review reveals significant progress but also substantial cross-country heterogeneity in terms of liberalization and reforms in the regulatory framework for key "backbone" services. To what extent does this help explain the significant differences in observed changes in services intensity of economies described in Section 1? Policy reforms should matter for domestic private investment and FDI in services. This is confirmed by simple regressions relating investment climate and the combined service sector reform variables to the stock of FDI as a share of GDP. 7 This generates coefficient estimates that are statistically significant. The fit of the regressions as reflected in the R 2 is high for both measures of policy (Annex Table 2 reports pair-wise correlation coefficients). The higher R 2 for model (1) relative to model (2) suggests that services-related policies play an important role in attracting FDI (and more generally, by extension, investment and growth performance). What follows investigates whether FDI (which is often heavily concentrated in services-see Section 2 above) and policy reforms are associated with better overall economic performance (growth). The focus is explicitly on the impacts of the policies towards "producer services" discussed previously.
Standard economic growth theory postulates that growth is a function of capital and labor inputs. It accords no special role to services. Services play a more prominent role in the literature on financial sector development (see Levine, 1997 for a survey), which recognizes that financial intermediaries do not simply passively convert savings into physical investment. 6 In terms of actual reform measures a few examples are worth mentioning. Estonia, for instance, has fully privatized its railway system. Network maintenance is carried out privately in Poland, the Czech Republic, Romania, and Kazakhstan. Passenger services are not profitable in many transition economies and are in general subsidized. In the Czech Republic, Latvia, and Romania the operation of some passenger services has been handed over to private companies. In Russia, Kazakhstan, Poland, and Romania private rail freight services have developed following gradual liberalization in this area. See Eschenbach and Hoekman (2005) . 7 As discussed in Annex 1, the investment climate reform variable measures progress in terms of privatization, price liberalization (including the foreign exchange regime) and corporate governance.
Instead, temporary or permanent growth effects of capital accumulation and productivity improvement are supported by financial intermediaries (banks, capital markets) that actively mobilize savings and channel these towards profit-maximizing investment opportunities.
Another strand of the growth literature that (implicitly) emphasizes a services dimension stresses the importance of human capital (education) and R&D (a "service" activity) in generating (endogenous) growth (e.g., Lucas, 1988 , Romer, 1990 . The role of producer-services of the type captured by the infrastructure services reform index in the growth process has not attracted much attention in the theoretical or empirical growth literature. Francois (1990) develops a model that points to the importance of such producer services for economic growth, although his model is not dynamic. He argues that the increasing importance of producer services in modern (growing) economies reflects economies of scale and specialization. As firm size increases and labor specializes, more activity needs to be devoted to coordinating and organizing the core businesses of a company. This additional activity is partly outsourced to external service providers. The associated organizational innovations and expansion of "logistics" (network) services yields productivity gains that in turn should affect economy-wide growth performance by enhancing the efficiency of production in all sectors. The associated cost reductions can have the effect of upgrading overall productivity, and are likely to be enhanced by, if not conditional on, increased FDI in services (Konan and Maskus, 2004; Markusen et al., 2005) . 8 8 Most of the quantitative analyses of the impact of services policy reforms has used static applied general equilibrium models. These find that services policies are important for welfare-e.g., Konan and Maskus (2004) . Tables 2, 3 , and 4 describe the data and the sample, and provide descriptive statistics and pair-wise correlation coefficients. We exclude three countries for which the coverage of macroeconomic data over time is poor (Turkmenistan, Serbia/Montenegro, Bosnia/Herzegovina). We start with simple OLS country fixed effects regressions 9 (Table 5 ).
The dependant variable is the growth rate of per-capita GDP. In most of the literature, the main factor driving growth is assumed to be investment (e.g., Levine and Renelt, 1992) . Transition economies experienced large swings in investment in the first half of the 1990s, with the collapse of central planning and the initial lack of market institutions leading to sharp reductions in investment (Roland, 2000; Falcetti et al, 2002) . Subsequently, a gradual buildup of a domestically and externally financed private capital stock occurred. This well-known U-shaped pattern of output and investment collapse and recovery suggests that the change in the investment ratio be used as an alternative to the investment-GDP ratio as a measure of investment.
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The reduced form models (1) and (2) test the alternative hypotheses of a linear vs. nonlinear relationship between investment and growth. Investment/GDP is statistically insignificant (model 1), while the change in the ratio is significant. Thus, the initial collapse and the subsequent recovery in GDP growth was associated with changes in the rate of change in investment at a fast pace: first falling and subsequently rapidly growing investment ratios. We therefore use the change in investment in the regressions. In model (3) we add variables to account for crises and inflation. Inflation, a measure of macroeconomic stability, is expected to have a negative impact on growth. Crisis is a dummy variable that equals one in years when countries experienced armed conflict or a major financial crisis. It captures conflicts affecting Georgia, Armenia, Azerbaijan, and Tajikistan and the financial crises in Russia and Albania.
These events will be captured in part by other variables, but not completely, and we want to 9 The fixed effects model allows to some extent for heterogeneity across countries. 10 In the empirical analysis we do not use several variables that are often used in growth regressions. These include measures of human capital, trade openness and initial per-capita income. The reason is that our country sample is quite specific in the sense that all experienced a sharp fall in output in the first half of the 1990s, notwithstanding relatively high levels of human capital. Also, trade volumes during the early transition do not reflect integration with world markets but rather traditional COMECON barter trade relations. As a result of these factors, conditional convergence is not observed in the data, and including these variables yields rather counterproductive results.
control for them explicitly in any event. Both variables have the predicted sign and are statistically significant at the 1 percent level.
In model (4) we include the stock of FDI as a share of GDP to the explanatory variables.
Given limited time series data on FDI, this shrinks the sample to 17 countries. Due to the smaller sample size in model (4) the crisis variable is no longer significant. The result suggests FDI is an important factor driving growth. Ceteris paribus, the coefficient estimate indicates that a onepercentage point increase in the FDI/GDP ratio is associated with a 0.22 percentage point increase in the growth rate.
In models (5) and (6) we replace FDI with the annual EBRD reform indices, the premise being that service sector reform policy affects growth indirectly by supporting FDI inflows as well as domestic investment. The indices, summarized in Section 2 above, are constructed to reflect finance and infrastructure policy frameworks in a relatively broad sense (see Annex 1 and Annex The analysis of the model fit suggests that the reform indices add substantial explanatory power (the R 2 increases from 0.29 in model (3) to 0.37 in models (5) and (6) (model (4) is not directly comparable due to the smaller number of observations).
The banking sector reform measure has a slightly larger effect in explaining observed growth than does the infrastructure policy reform variable. In those transition economies where financial intermediation existed during the 1990s, the output collapse was much less pronounced and the subsequent recovery occurred at a faster pace. 11 Strengthening the financial sector and bolstering confidence in the private commercial banking sector by improving the policy framework therefore is of great importance. 12 Indeed in many of the countries in question, potential depositors still shy away from banks and credit remains influenced by or subject to direct or indirect government control. As discussed above, the policy reform agenda in infrastructure spans many dimensions, including pro-competitive regulation of public providers-tariffs that reflect costs and provide incentives for providers to pursue efficiency improvements, ensuring access to networks and interconnection on reasonable terms, and the development of effective, independent regulatory bodies.
In models (7) to (14) we repeat the exercise using two-stage least squares regression so as to take into account the potential simultaneity bias in the relationship between growth and investment. As instruments we use lags of the investment/GDP ratio and two composite EBRD reform indicators for the domestic investment climate and the service sector policy framework.
Both lagged investment and policy indicators are sufficiently exogenous to growth but relate to current investment decisions and are therefore useful as instruments. The results are similar, with the coefficient estimate of the investment variable increasing slightly.
Conclusions
Controlling for a number of standard explanatory variables used in the growth literature (investment, crises, inflation), we find a statistically significant positive association between percapita GDP growth and indirect (FDI) and direct measures of service sector policy reforms (the different policy choice indices). Although the sample of countries was limited to transition economies-annual policy reform indicators of the type compiled by the EBRD do not exist for developing countries-the findings indicate that services policies should be considered more generally in empirical analyses of economic growth. Services such as finance, telecommunications and transport are major inputs into the production of goods and servicesincluding agriculture as well as manufacturing. The costs of these inputs can account for a major share of the total cost of production, and are thus important factors affecting the competitiveness of firms. Services are also important determinants of the productivity of workers in all sectorseducation, training, and health services are key "inputs" into the formation and maintenance of human capital. Thus, service sector reforms potentially can do much to enhance economic growth and efficiency.
Both the policy and econometric evidence reviewed in this paper suggests a comprehensive "behind-the-border" policy reform agenda focusing on services can help attract much-needed investment, both domestic and foreign. Openness to foreign competition-through policies that permit foreign participation on domestic markets-is a key element of good service sector policy. There is no good measure available of the "multiplier" effect of services reform and openness. But the limited stock of inward FDI in Central Asian economies is in striking contrast to the CEE and Baltic countries. So is the overall economic performance of these different countries, measured both in terms of average performance and its volatility.
Liberalization-greater participation by foreign service firms on domestic markets-is of course not sufficient. Given the characteristics of services and services markets-often affected by asymmetric information or high fixed costs and associated barriers to entry-there is also need for effective regulatory supervision of both domestic and foreign operators. This is a significant challenge. Given that the CEE, Baltic and increasingly the SEE countries now offer relatively attractive policy environments for FDI and have done much to converge on OECD regulatory standards in services, the policy reform threshold for the Central Asian and other transition countries has become much more competitive. The ongoing Doha Round negotiations-which span services-offer an immediate and important opportunity to pursue further service sector reforms and can help ensure that the domestic policy efforts are made to put into place the needed complementary regulatory framework. 
